AAl
IAA

ISAP 5

International Standard of
Actuarial Practice 5

Insurer Enterprise Risk Models
(ISAP 5)

Adopted by the IAA Councill

21 November 2016

International Actuarial Association | Association Actuarielle Internationale




TABLE OF CONTENTS

5] - Tot PSR SRPPTTRTRPR i
L1 oo U od o] o OSSR 1\
SECHION L. GNEIAL ..t b bbbttt bbbt re e 1
L1 PUIPOSE ..t 1
O YT o PP P PP 1
1.3. Relationship to ISAP 1 and ISAP LA ... s 1
1.4, DEFINEA TEIMS ...ttt b ettt et bbb b e b s e e e nbenbeabenbeereenes 1
1.5, EFFECLIVE DALE ....ociiieieieieiie ettt e te et e st e e naeereesbeenbeeneesreenteaneenneenneas 1
SEction 2. APPrOPFIALE PraCLICES .....ccviiiieieieeiteeie st e ste ettt te ettt s e te e e sreesteeneestaesteaneesneenras 2
2.1. Understanding of Risk and UNCErtaiNty ...........ccooeririiiiiiiiieeiese e 2
P o o] oTo] o] g 111 OSSR 2
2.3, ASSUMPLION SEEEING. .. cuiiiiiiieiieiei et bbbttt sb et n e s 2
2.4. Stress Testing and SCENANO TESLING .....ccviiviiieiiee et ra e ae e nas 3
2.5. Assessing Consistency AmONg MOGEIS..........ooviiiiiiiiii e 3
SeCtion 3. COMMUNICALION ......uiiuiiiiiieiesie ittt bbbt e st e st et esbesbenbesbeere e 4
3.1, DISCIOSUIES IN the REPOIT. ...t 4



Preface

This International Standard of Actuarial Practice (ISAP) is a model for actuarial standard-
setting bodies to consider.

many ways, including:
o Adopting this ISAP as a standard with only the modifications in the Drafting Notes;

o Customizing this ISAP by revising the text of the ISAP to the extent deemed
appropriate by the standard-setting body while ensuring that the resulting standard or set
of standards is substantially consistent with this ISAP;

o Endorsing this ISAP by declaring that this ISAP is appropriate for use in certain clearly
defined circumstances;

o Modifying existing standards to obtain substantial consistency with this ISAP; or
o Confirming that existing standards are already substantially consistent with this ISAP.

A standard or set of standards that is promulgated by a standard-setting body may be considered to
be substantially consistent with this ISAP if:

o There are no material gaps in the standard(s) in respect of the principles set out in this
ISAP; and

o The standard or set of standards does not contradict this ISAP.
If an actuarial standard-setting body wishes to adopt or endorse this ISAP, it is essential to ensure

If this ISAP is translated for the purposes of adoption, the adopting body should select three verbs
that embody the concepts of “must”, “should”, and “may”, as described in paragraph 1.6. Language

This ISAP was adopted by the IAA Council in November 2016.
[Drafting Notes: when an actuarial standard-setting organization adopts this standard it should:

1. Replace “ISAP” throughout the document with the local standard name, if applicable;

professional conduct; and
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5.  Delete this preface (including these drafting notes) and the footnote associated with
paragraph 1.5]
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Introduction

Principles (ICP) published by the IAIS for assessment and supervision purposes: ICP 16 —
Enterprise Risk Management for Solvency Purposes and ICP 17 — Capital Adequacy.

Increasingly, boards and senior managers of insurers rely on enterprise risk modelling for both
regulatory and management decision-making purposes. As a result, insurers, their stakeholders, and
other interested parties have a strong interest in the reliable operation and transparent governance of

related testing, validation, and interpretation of the outcomes.
This ISAP is intended to:
. Facilitate convergence in standards of actuarial practice in connection with insurer

effective insurer ERM practice internationally.
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1.2.

1.3.

1.4.

1.5.
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Section 1. General

. The results are relevant to their needs, are presented clearly and understandably, and are
complete; and

ISAP” should be interpreted as applying equally to this ISAP 5, where appropriate.

Defined Terms — This ISAP uses various terms whose specific meanings are defined in the
Glossary. These terms are highlighted in the text with a dashed underscore and in blue, which

1 [Phrase to be selected and date to be inserted by standard-setter adopting or endorsing this
ISAP.].
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Section 2. Appropriate Practices

others who have appropriately considered, the following:

2.1.1. Information about the financial strength, risk profile, business management, and risk
environment of the insurer that is relevant to the assignment;

2.1.2. Information about the insurer’s own risk management framework and approach,
including its attitude to the assumption of risk as relevant to the assignment; and

2.1.3.  The relationship between the insurer’s financial strength, risk profile, business
management, and risk environment as identified in 2.1.1. above, and the insurer’s
risk management framework and approach as identified in 2.1.2. above. If, in the

scale and complexity of the underlying risks.
Assumption Setting
2.3.1.  When choosing or advising on the choice of assumptions for inclusion in the insurer

following:

a.  Internal policies, likely management actions, and experience with past history
of management actions;

b.  Contractual requirements, policy wording, and past experience;

c.  Factors outside of management control, such as policyholder behaviour,
taxation, regulatory requirements, and reserving requirements; and

d.  Risk mitigation techniques, such as reinsurance and hedging, and any
limitations to these techniques.

2.3.2.  When constructing or advising on the construction of insurer enterprise risk. models,

reviewing information from appropriate sources, such as:
Management of the insurer being modelled,;
Knowledgeable persons at the insurer;

c.  Theinsurer’s business plan and, if available, the most recent assessment of
how the insurer will function under severely adverse scenarios;

d.  External industry experts;
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f. Other subject matter experts.

2.3.3.  When probability distributions are incorporated into a model, the actuary should be
satisfied that the assumed distributions and correlations are appropriate relative to
historical information and anticipated future changes, and should also consider the
should provide an explanation of the differences between the incidence of actual
extreme events included in the historical data and the potential incidence of extreme
correlations s_h_c_J_l_jI_d"r_e_:_éag"r_]_i_ié_fh_é__possibiIity of simultaneous extreme values from
multiple risk factors.

Stress Testing and Scenario Testing
2.4.1. Inrelation to stress tests or scenario tests, the actuary should disclose:

b.  Any known limitations of the stress test or the scenario test and include an

differences in results.
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3.1.1.

3.1.2.

3.1.3.

3.14.

3.15.

3.1.6.
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Section 3. Communication

Any significant inconsistency that exists between the insurer’s financial strength, risk
profile, business management, and risk environment as identified in 2.1.1. and the
insurer’s own risk management framework and approach as identified in 2.1.2.
(2.1.3);

An explanation of the differences between experience data and potential extreme
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